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A recent Revenue Ruling, 67-299, IRB 1967- 
37,8 graphically illustrates how subsequent 
acts can vitiate careful tax planning. Under 
Reg. 1.346-1 (a) (2) any distribution result­
ing from a genuine contraction of a corporate 
business will qualify as a partial liquidation, 
rather than a dividend.
In the fact situation involved, a real estate 
corporation adopted a plan of partial liquida­
tion and, pursuant thereto, sold one of its op­
erating parcels of real estate for cash. Within 
the same taxable year, cash was distributed 
to the shareholders in the amount of the pro­
ceeds of the sale. This distribution should 
have qualified as a partial liquidation subject 
to the capital gains tax. An examination of 
the transaction, however, revealed that the 
proceeds had been used to remodel remaining 
parcels of real estate; although within the req­
uisite period, and at a later date, an equivalent 
cash distribution had been made.
The Treasury Department acknowledged 
that the initial disposition of property was po­
tentially a contraction of corporate business. 
The fact that the proceeds had been utilized 
to remodel some of the remaining property, 
however, resulted in an expansion of the busi­
ness, which offset the previous contraction. As 
a result, the cash distribution was character­
ized as a dividend.
A literal appraisal of this ruling would lead 
one to believe that the timing element of the 
various steps had been responsible for the de­
cision. Apparently the taxpayer had funds 
available to remodel the remaining parcels of 
real estate prior to the sale. One cannot help 
but wonder what conclusions would have 
been reached if these improvements had been 
made prior to the adoption of the plan of 
liquidation. If they had then been claimed as 
normal improvements in the ordinary course 
of operating the properties, it would seem that 
a subsequent adoption of a plan of liquidation 
and distribution of the proceeds from the sale 
of another property, might have qualified as 
a genuine contraction of the business under 
Section 346 of the Code.
Spin-offs
Under Section 355 of the Internal Revenue 
Code, stock of a wholly-owned subsidiary may 
be “spun-off” tax free to the parent com­
pany’s shareholders, provided it does not re­
sult in a distribution of earnings and profits. 
In the case of the sale of the stock to out­
siders immediately after its receipt, however, 
the benefits of Section 355 will be lost.
A recent Tax Court case has recognized 
that certain dispositions will not negate the 
benefits of that Section. In Sidney L. Olsen, 
48 T.C. No. 82 shares of stock in a wholly- 
owned subsidiary were distributed by the par­
ent to its shareholders. They in turn trans­
ferred the shares to short term trusts. Each 
trust was for a term of ten years, with income 
during that period being accumulated for the 
benefit of the shareholders’ wives. Subsequent 
payments of dividends were taxable to the 
trusts at a much lower rate than in the hands 
of the shareholders.
The Treasury Department denied the ap­
plicability of Section 355 to the initial distri­
bution, on the theory that it was a device for 
a distribution of earnings and profits. The Tax 
Court disagreed, and pointed out that it is 
well recognized that taxpayers have the right 
to minimize their taxes within statutory limi­
tations, and the tax savings realized through 
the utilization of the benefits of short term 
trusts did not disqualify the spin-off.
Withdrawal of Earnings at Capital Gain Rates
It is a fairly simple matter to realize ap­
preciation on a business at capital gain rates 
through its sale to an unrelated party on an 
arm’s length basis. When an attempt is made 
to dispose of these same assets to a related 
corporate taxpayer, however, the transaction 
will undoubtedly be questioned by the Trea­
sury Department.
In William E. Lamble, T.C. Memo. 1967- 
185 taxpayer operated a business as a sole 
proprietorship, purchasing merchandise from 
a corporation whose entire outstanding com­
mon stock was held by him. His sisters owned 
all of the preferred stock. For business reasons 
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the sole proprietorship assets were sold to the 
corporation at a profit, which was reported as 
a capital gain. The Treasury Department at­
tempted to tax part of the appreciation real­
ized at ordinary income rates, on the theory 
that any amounts received in excess of the 
value of the tangible assets transferred repre­
sented a dividend to the taxpayer.
The Tax Court was satisfied that the 
amount paid by the corporation for the assets, 
including goodwill and other intangibles, rep­
resented the fair market value of the business 
transferred, and no dividend distribution was 
involved.
AN AUDITOR’S APPROACH 
TO COST ACCOUNTING
(continued from page 10) 
through cost-volume-profit studies and break­
even analyses.
Essentially these reports are a compound of 
future marketing information, and prior cost 
information. But the starting point, as in any 
study of cost and profit probabilities, is the 
estimation of costs at various levels of output, 
or sales. The first step is to determine which 
costs are fixed or constant and which are 
variable or change with output volume. Vari­
able costs are also sometimes referred to as 
“controllable” costs for obvious reasons. In a 
retail outlet, such as our Small Sales Co., Inc., 
a fixed charge would be rent or depreciation 
of current premises, while a variable charge 
would be delivery costs. Some costs can be 
fixed in one set of circumstances, and variable 
in others. Normally utilities, for instance, are 
considered a fixed cost, because retail premises 
must be heated and lit regardless of whether 
the customers are few or many. However, if 
you are considering extending the hours of 
operation during which you heat and light 
the premises, then this cost becomes a semi­
variable one, varying intermittently when the 
unit of measure, in this case, hours, reaches 
a certain level.
Once you have your costs indexed as to 
fixed, variable, or semi-variable, you can pre­
pare a static budget, based on prior cost 
records, for a single volume of business activity. 
A budget for a retail outlet differs greatly 
from that of a manufacturing concern. It 
generally contains the information referred to 
in most discussions of budgeting as “selling 
and administrative” expense, plus direct mate­
rials cost. Since it eliminates manufacturing 
costs, these other items can be set forth in 
greater detail, and are often departmentalized 
into sales, warehousing, and administration 
expense. For our purpose, all costs must also 
be classified as fixed, variable or semi-variable.
From our prior years’ audit statements we 
have percentage figures for cost of goods sold 
and gross profit at different sales volumes. Ap­
plying these percentages, modified for any 
changes in cost of goods sold due to volume 
buying or price changes, we can set up a fairly 
accurate flexible budget of gross profit to be 
derived from varying levels of sales. Of course, 
we rely heavily on the Company’s marketing 
department, if there is one, or on manage­
ment to determine the prospective sales volume 
and changes in cost of goods sold. Our job, 
as auditors, is to assist in the development 
and analysis of the financial data, arrange 
the figures in an acceptable manner, prepare 
the final reports, and use our knowledge of 
business enterprises in general, and this one 
in particular, to keep management’s projec­
tions within the realm of possibilities. Our 
role requires us to be completely independent 
and objective in our thinking; and to look 
at the dark side of the picture rather than 
join wholeheartedly in management’s enthusi­
asm. We are more management’s adversary 
than its champion in the conferences during 
which future projections are put forth, analyzed, 
discussed, and, finally, established.
Flexible budgets are usually set up in vari­
ations of ten percentile points of the static 
budget, which is assumed to be 100% of pres­
ent capacity. Thus, we might start at 70% 
of the static budget figures and go up to 150%, 
or whatever spread seems reasonable. The 
fixed costs will remain just that, fixed—re­
gardless of changes in sales level. The vari­
able costs will vary consistently, at the same 
rate as the increase or decrease in sales, so 
we simply apply the same percentages to 
compute each level of these costs.
The tricky computations concern the semi­
variable costs, since each of these may vary 
according to a different unit of measure. For 
instance, the unit of measure of the utilities 
may be the hours of retail operation; of the 
salaries it may be the additional space to be 
covered by salesmen plus the additional hours 
of operation; while of the administrative travel 
the cost unit may be the number and duration 
of management’s trips anticipated between the 
old and new locations.
Also, the unit of measure may be estimated 
rather than historical, so management and the 
auditor must work very closely together to 
arrive at realistic estimates and units of mea­
sure. For each of these costs, or group of 
costs, having more than one unit of measure, 
a separate schedule must be prepared, show- 
(conclusion on page 8)
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